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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor

PROBLEMS OF RELATED ENTITIES

Court’s reasoning in this opinion should be
carefully studied as it indicates the new ap
proach under Section 482.

In our last issue, tax problems of related cor
porations were considered, with emphasis be
ing placed on Sections 1561 through 1563. In
this issue Section 482 problems will be dis
cussed, not only with respect to corporations
but also as they affect other related entities.

A case decided this spring which again
stressed the value of intangibles in determining
the proper allocation of income was E. M. Lutz,
45 TC 60. Although other factors were, in all
probability, equally responsible for the holding,
nevertheless, the original owner of a thriving
dress business was taxed on 70% of the profits
after the assets had been transferred to a cor
poration. The Sixth Circuit, in affirming the
Tax Court’s opinion, pointed out that the taste,
experience and know-how of the individual
were responsible for the success of the business,
and only that portion of the profits attributable
to corporate activity (that is, services rendered
by corporate employees in connection with rec
ord-keeping, etc.) properly belonged in the
company.

Too often in the past Section 482 has been
regarded as being applicable to foreign tax
payers. It was generally believed that the Com
missioner would only be concerned with
possible tax avoidance where there was a flow
of income between the United States and a
foreign country. The promulgation of proposed
Regulations 1.482-2 in 1965 arid a number of
recent cases dealing with domestic related enti
ties are strong indicia, however, that careful
tax planning is a must in the future.
Hamburgers York Road, 41 TC 821, a land
mark case in the domestic area, decided in
1964, demonstrates the vulnerability of side-byside operations. Here the Parent Department
Store organized a subsidiary, with a store in
the suburbs. While stock ownership in the sub
sidiary was in a somewhat different ratio and
the salespeople were different, other factors
present induced the Court to combine the in
come of both companies for tax purposes. The
decision is notable for two reasons. The Com
missioner apparently was requiring consolida
tion of income of separate taxpayers, which is
not permitted under Section 482, and tremen
dous importance was attached by the Courts to
the value of intangibles.

In view of the present trend in the taxation
of related entities, a good business purpose must
be established for the existence of all members
of the group, and care must be taken to allocate
income and expenses properly. This axiom will
prevail not only in the case of controlled cor
porations but also a corporation and an indi
vidual, or a partnership consisting of stock
holders of a corporation engaged in a related
or similar business. The accountant’s role can
be extremely important. Complete familiarity
with Section 482, the Regulations, and perti
nent cases will make it possible to recognize
relationships susceptible of examination. It is
then possible to take the necessary steps at the
outset of an operation to assure the employment
of accounting methods that will conform to the
guidelines set forth in the Regulations, thereby
eliminating reallocation of income by the Treas
ury Department at a later date.

As to the first point, the Court indicated that
no attempt was being made to enforce consoli
dation, rather that the combining of the two
incomes was a short-cut in arriving at the
proper allocation of all income and deductions
to one company.

CHARITABLE CONTRIBUTIONS

In deciding whether the requisite business
purpose was present to justify the existence of
a subsidiary, the Court did not attach too much
significance to the different ratio in the capital
structure of the two companies, nor the contri
bution of property and nominal capital in the
new company. Instead emphasis was placed on
the parent’s contribution of its reputation and
customers, which factors were deemed respon
sible for an integrated business operation. The

CARRYOVERS
With the creation of the so-called “30%” or
ganizations under the Revenue Act of 1964, in
instances where large gifts to these charities
are contemplated, certain problems have arisen.
Where it is known at the time of the gift that
the entire amount cannot be utilized in the cur
rent year, and reliance is placed on the five-
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year carryover provisions, a word of caution is
in order.

interest-free, and much less risky to the com
pany because shareholders receive dividends
only at the discretion of the directors. Debt
capital, on the contrary, is extremely risky since
bondholders and other creditors when not paid
promptly can take legal actions to obtain pay
ment and even force the company into bank
ruptcy. An excessive amount of debt capital
also burdens the enterprise with heavy fixed
interest charges which must be paid regardless
of the financial and earning condition.

Many national charities have branches
throughout the country that are operated on an
autonomous basis. For this reason each local
unit must obtain an individual ruling from the
Treasury Department as to their exempt status.
While such rulings have been obtained at the
outset of their organization, in many instances
these charities have not applied for a redeter
mination concerning 30% status under the 1964
Revenue Act. Prior to making gifts, additional
rulings should be obtained, in view of the pos
sible loss of tax benefits if it is determined later
that the recipient of the gift does not qualify.
The question that poses the problem is
whether a particular charity is a “publicly sup
ported” organization. In view of somewhat
ambiguous terminology present in the tempo
rary regulations and the recently issued Rev
enue Ruling 66-100, certain organizations may
find that they do not meet the definition. Public
support does not include income from the per
formance of the purposes for which the charity
was organized. In many instances there has been
an outgrowth of services rendered that are a
natural complement to the primary functions
of the organization. The Treasury Department
might, however, take the position that these
services are in fact within the scope of the
charitable purpose responsible for the organi
zation, and did not constitute public support.
D. L. B.

The greater the proportion of equity capital,
the less worry the company will have in meet
ing fixed obligations. The more funds are
obtained through debt capital, the more the
company can trade on the equity, by using
funds obtained at relatively low interest rates
in its operations in the hope of earning a higher
over-all rate of return.
What constitutes a well-balanced capital
structure cannot be determined for businesses
in general. However, there exists a financial
axiom that the owners should have more equity
in the business than the creditors. The lower
the percentage of equity capital to total capital
gets, the greater the risk of losing control be
comes.

Temporary excessive funded debts are justi
fiable if used for expansion of fixed assets so
long as they will result in increased production,
sales and earnings. Excessive short-term debts
are always undesirable since they not only
impair the company’s working capital position
but also result in a serious drain on cash
resources when the obligations mature.

HOW CLOSE TO BANKRUPTCY ARE YOU?

Inadequate or Declining
Sales and Profits
It is generally agreed that net sales constitute
the backbone of business and that net profits
represent its soul, for without net profits all
business is economically doomed to death.

(Continued from page 6)
Over-Investment in Accounts Receivables

Excess indebtedness owed to an enterprise
by its customers as the result of sales also im
pairs working capital and may be a contrib
uting cause to business failures. It occurs when
a business has too much working capital, fre
quently even interest-free, tied up in its re
ceivables because of too-extended credit terms,
carelessness in credit granting and poor collec
tion methods.

Profits in turn depend upon several interre
lated factors, such as the volume of business
done, the various costs of conducting it, the
prices at which the products are sold and the
proportions in which the different products or
product lines are sold. A change in any one of
these factors generally has an effect upon an
other and an effect upon profit.
Sound decisions in regard to any one of these
factors depend upon the knowledge of how costs
vary with changes in output, and how sales
volume responds to changes in price. All too
often businesses fail because of management’s
lack of sufficient knowledge of this basic cost
volume-profit relationship.

Unbalanced Capital Structure

Another vital prerequisite for long-range fi
nancial soundness of an enterprise is a wellbalanced capital structure. The enterprise
should maintain at all times a healthy relation
ship between debt capital and equity capital.

Equity capital represents a permanent in
vestment in the business, while debt capital is
only temporarily invested. Equity capital is

(Continued to page 11)
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